IV. Fair Lending — Appendix: Disparate Treatment Responses

Evaluating Responses to Evidence of Disparate
Treatment

Responses to Comparative Evidence of Disparate
Treatment

The following are responses that a lender may offer

— separately or in combination — to attempt to explain that
the appearance of illegal disparate treatment is misleading, and
that no violation has in fact occurred. The responses, if true,
rebut the appearance of disparate treatment. The examiners
must evaluate the validity and credibility of the responses.

1. The lender’s personnel were unaware of the prohibited
basis identity of the applicant(s).

If the lender claims to have been unaware of the prohibited
basis identity (race, etc.) of an applicant or neighborhood,
ask it to show that the application in question was
processed in such a way that the institution’s staff that made
the decisions could not have learned the prohibited basis
identity of the applicant.

If the product is one for which the institution maintains
prohibited basis monitoring information, assume that
all employees could have taken those facts into account.
Assume the same when there was face-to-face contact
between any employee and the customer.

If there are other facts about the application from which
an ordinary person would have recognized the applicant’s
prohibited basis identity (for example, the surname is

an easily recognizable Hispanic one), assume that the
institution’s staff drew the same conclusions. If the racial
character of a community is in question, ask the institution
to provide persuasive evidence why its staff would not
know the racial character of any community in its service
area.

2. The difference in treatment was justified by differences
in the applicants (applicants not “similarly situated”).

Ask the lender to account for the difference in treatment by
pointing out a specific difference between the applicants’
qualifications, or some factor not captured in the
application but that legitimately makes one applicant more
or less attractive to the lender, or some non-prohibited
factor related to the processing of their applications. The
difference identified by the lender must be one that is
important enough to justify the difference in treatment in
question, not a meaningless difference.

The factors commonly cited to show that applicants are

not similarly situated fall into two groups: those that can
be evaluated by how consistently they are handled in other
transactions, and those that cannot be evaluated in that way.

a. Verifying “not similarly situated” explanations by
consistency

The appearance of disparate treatment remains

if a factor cited by the lender to justify favorable
treatment for a control group applicant also exists for
an otherwise similar prohibited basis applicant who
was treated unfavorably. Similarly, the appearance of
disparate treatment remains if a factor cited by the
lender to justify unfavorable treatment for a prohibited
basis applicant also exists for a control group applicant
that got favorable treatment. If this is not so, ask

the lender to document that the factor cited in its
explanation was used consistently for control group and
prohibited basis applicants.

Among the responses that should be evaluated this way
are:

* Customer relationship. Ask the lender to document
that a customer relationship was also sometimes
considered to the benefit of prohibited basis
applicants and/or that its absence worked against
control group customers.

* “Loan not saleable or insurable.” If file review is
still in progress, be alert for loans approved despite
the claimed fatal problem. At a minimum, ask the
lender to be able to produce the text of the secondary
market or insurer’s requirement in question.

* Difference in standards or procedures between
branches or underwriters. Ask the lender to
provide transactions documenting that each of the
two branches or underwriters applied its standards or
procedures consistently to both prohibited basis and
control group applications it processed, and that each
served similar proportions of the prohibited basis
group.

» Difference in applying the same standard
(difference in “strictness”) between underwriter,
branches, etc. Ask the lender to provide transactions
documenting that the stricter employee, branch,
etc., was strict for both prohibited basis and control
group applicants and that the other was lenient for
both, and that each served similar proportions of
the prohibited basis group. The best evidence of this
would be prohibited basis applicants who received
favorable treatment from the lenient branch and
control group applicants who received less favorable
treatment from the “strict” branch.

» Standards or procedures changed during period
reviewed. Ask the lender to provide transactions
documenting that during each period the standards
were applied consistently to both prohibited basis
and control group applicants.

*  Employee misunderstood standard or procedure.
Ask the lender to provide transactions documenting
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that the misunderstanding influenced both prohibited
basis and control group applications. If that is not
available, find no violation if the misunderstanding
is a reasonable mistake.

b. Evaluating “not similarly situated” explanations by

other means

If consistency cannot be evaluated, consider an
explanation favorably even without examples of its
consistent use if:

 the factor is documented to exist in (or be absent
from) the transactions, as claimed by the institution;

« the factor is one a prudent lender would consider;

« file review found no evidence that the factor is
applied selectively on a prohibited basis (in other
words, the lender’s explanation is “not inconsistent
with available information”); and

 the lender’s description of the transaction is
generally consistent and reasonable.

Some factors that may be impossible to compare for
consistency are:

* Unusual underwriting standard. Ask the lender to
show that the standard is prudent. If the standard is
prudent and not inconsistent with other information,
accept this explanation even though there is no
documentation that it is used consistently.

* “Close calls.” The lender may claim that
underwriters’ opposite decisions on similar
applicants reflects legitimate discretion that the
examiners should not second guess. That is not
an acceptable explanation for identical applicants
with different results, but is acceptable when the
applicants have differing strengths and weaknesses
that different underwriters might reasonably weigh
differently. However, do not accept the explanation
if other files reveal that these “strengths” or
“weaknesses” are counted or ignored selectively on a
prohibited basis.

* “Character loan.” Expect the lender to identify
a specific history or specific facts that make the
applicant treated favorably a better risk than those
treated less favorably.

*  “Accommodation loan.” There are many legitimate
reasons that may make a transaction appealing
to a lender apart from the familiar qualifications
demanded by the secondary market and insurers.
For example, a customer may be related to or
referred by an important customer, be a political or
entertainment figure who would bring prestige to the
institution, be an employee of an important business

customer, etc. It is not illegal discrimination to make
a loan to an otherwise unqualified control group
applicant who has such attributes while denying

a loan to an otherwise similar prohibited basis
applicant without them. However, be skeptical when
the lender cites reasons for “accommodations” that
an ordinary prudent lender would not value.

*  “Gut feeling.” Be skeptical when lenders justify
an approval or denial by a general perception
or reaction to the customer. Such a perception
or reaction may be linked to a racial or other
stereotype that legally must not influence credit
decisions. Ask whether any specific event or fact
generated the reaction. Often, the lender can cite
something specific that made him or her confident
or uncomfortable about the customer. There is
no discrimination if it is credible that the lender
indeed considered such a factor and did not apply it
selectively on a prohibited basis.

c. Follow up customer contacts

If the lender’s explanation of the handling of a
particular transaction is based on customer traits,
actions, or desires not evident from the file, consider
obtaining agency authorization to contact the customer
to verify the lender’s description. Such contacts need
not be limited to possible victims of discrimination, but
can include control group applicants or other witnesses.

3. The different results stemmed from an inadvertent
error.

If the lender claims an identified error such as
miscalculation or misunderstanding caused the favorable or
unfavorable result in question, evaluate whether the facts
support the assertion that such an event occurred.

If the lender claims an “unidentified error” caused

the favorable or unfavorable result in question, expect
the lender to provide evidence that discrimination is
inconsistent with its demonstrated conduct, and therefore
that discrimination is the less logical interpretation of the
situation. Consider the context (as described below).

4 The apparent disparate treatment on a prohibited basis
is a misleading portion of a larger pattern of random
inconsistencies.

Ask the institution to provide evidence that the unfavorable
treatment is not limited to the prohibited basis group and
that the favorable treatment is not limited to the control
group. Without such examples, do not accept a lender’s
unsupported claim that otherwise inexplicable differences
in treatment are distributed randomly.
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If the lender can document that similarly situated prohibited
basis applicants received the favorable treatment in question

approximately as frequently and in comparable degree as the

control group applicants, conclude there is no violation.

NOTE: Transactions are relevant to “random inconsistency”

only if they are “similarly situated” to those apparently treated

unequally.

5. Loan terms and conditions.

The same analyses described in the preceding sections
with regard to decisions to approve or deny loans

also apply to pricing differences. Risks and costs are
legitimate considerations in setting prices and other terms
and conditions of loan products. However, generalized
reference by the lender to “cost factors” is insufficient to
explain pricing differences.

If the lender claims that specific borrowers received
different terms or conditions because of cost or risk
considerations, ask the lender to be able to identify
specific risk or cost differences between them.

If the lender claims that specific borrowers received
different terms or conditions because they were not
similarly situated as negotiators, consider whether
application records might provide relevant evidence. If

the records are not helpful, consider seeking authorization

to contact customers to learn whether the lender in fact
behaved comparably toward prohibited basis and control
group customers. The contacts would be to learn such
information as the lender’s opening quote of terms to the
customer and the progress of the negotiations.

If the institution responds that an average price difference
between the control and prohibited basis groups is based
on cost or risk factors, ask it to identify specific risk

or cost differences between individual control group

applicants with the lowest rates and prohibited basis group

applicants with the highest that are significant enough
to justify the pricing differences between them. If the

distinguishing factors cited by the institution are legitimate

and verifiable as described in the sections above, remove
those applications from the average price calculation. If
the average prices for the remaining control group and
prohibited basis group members still differ more than
minimally, consult within the agency about obtaining an

analysis of whether the difference is statistically significant.

Find a violation only if (1) there is evidence of disparate
treatment of similarly situated borrowers or (2) there is
a particular risk factor that meets all the criteria for a
disproportionate adverse impact violation.

B. Responses to Overt Evidence of Disparate Treatment

1. Descriptive references vs. lending considerations.

A reference to race, gender, etc., does not constitute a
violation if it is merely descriptive for example, “the
applicant was young.” In contrast, when the reference
reveals that the prohibited factor influenced the lender’s
decisions and/or customer behavior, treat the situation as an
apparent violation to which the lender must respond.

. Personal opinions vs. lending considerations.

If an employee involved with credit availability states
unfavorable views regarding a racial group, gender,

etc., but does not explicitly relate those views to credit
decisions, review that employee’s credit decisions for
possible disparate treatment of the prohibited basis

group described unfavorably. If there are no instances of
apparent disparate treatment, treat the employee’s views as
permissible private opinions. Inform the lender that such
views create a risk of future violations.

. Stereotypes related to credit decisions.

There is an apparent violation when a prohibited factor
influences a credit decision through a stereotype related to
creditworthiness, even if the action based on the stereotype
seems well-intended for example, a loan denial because
“a single woman could not maintain a large house.” If

the stereotyped beliefs are offered as “explanations” for
unfavorable treatment, regard such unfavorable treatment
as apparent illegal disparate treatment. If the stereotype

is only a general observation unrelated to particular
transactions, review that employee’s credit decisions for
possible disparate treatment of the prohibited basis group
in question. Inform the lender that such views create a risk
of future violations.

. Indirect reference to a prohibited factor.

If negative views related to creditworthiness are described
in non-prohibited terms, consider whether the terms would
commonly be understood as surrogates for prohibited
terms. If so, treat the situation as if explicit prohibited
basis terms were used. For example, a lender’s statement
that “It’s too risky to lend north of 110th Street” might be
reasonably interpreted as a refusal to lend because of race
if that portion of the lender’s lending area north of 110th
Street were predominantly black and the area south white.

5. Lawful use of a prohibited factor.

a. Special Purpose Credit Program (SPCP)

If a lender claims that its use of a prohibited factor

is lawful because it is operating an SPCP, ask the
lender to document that its program conforms to the
requirements of Regulation B. An SPCP must be
defined in a written plan that existed before the lender
made any decisions on loan applications under the
program. The written plan must:
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* demonstrate that the program will benefit persons
who would otherwise be denied credit or receive
credit on less favorable terms; and

 state the time period the program will be in effect or
when it will be re-evaluated.

No provision of an SPCP should deprive people who
are not part of the target group of rights or opportunities
they otherwise would have. Qualified programs
operating on an otherwise-prohibited basis will not be
cited as a violation.

Note: Advise the lender that an agency finding that

a program is a lawful SPCP is not absolute security
against legal challenge by private parties. Suggest that
an institution concerned about legal challenge from
other quarters use exclusions or limitations that are not
prohibited by ECOA or the FHAct, such as “first-time
home buyer.”

. Second review program

Such programs are permissible if they do no more

than ensure that lending standards are applied

fairly and uniformly to all applicants. For example,

it is permissible to review the proposed denial of
applicants who are members of a prohibited basis
groups by comparing their applications to the approved

applications of similarly qualified individuals who are
in the control group to determine if the applications
were evaluated consistently.

Ask the lender to demonstrate that the program

is a safety net that merely attempts to prevent
discrimination, and does not involve underwriting terms
or practices that are preferential on a prohibited basis.

Statements indicating that the mission of the program
is to apply different standards or efforts on behalf

of a particular racial or other group constitute overt
evidence of disparate treatment. Similarly, there is an
apparent violation if comparative analysis of applicants
who are processed through the second review and those
who are not discloses dual standards related to the
prohibited basis.

. Affirmative marketing/advertising program

Affirmative advertising and marketing efforts that do
not involve application of different lending standards
are permissible under both the ECOA and the FHAct.
For example, special outreach to a minority community
would be permissible.
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